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Production continued to advance during the first 
quarter. The Federal Reserve Index was close to its 
previous high in February and may reach it in March. 

The shape of the recovery so far has been remarkably 
similar to the pattern in past business cycles. This is 
significant because history shows that industrial produc- 
tion has always achieved a new high during a recovery 
period. Moreover, in the past seven such periods the 
recovery continued for an average of 22 months after 
production reached its pre-recession high. 

This does not prove that the current recovery will 
obey past rules. All business cycles are unique. Thus, 
historical analogy needs to be supplemented by careful 
analysis of industry-by-industry developments. 


Currently, production is receiving an artificial stim- 
ulus from the rush to rebuild steel inventories. Es- 
timates are that up to 6 million tons will be added to 
steel inventories during the first half. As a result, steel 
output may be one-fifth or more above consumption. 

A sharp slowdown in steel is in prospect for the third 
quarter — strike or no strike. If a strike is averted, 
orders will be cut back to slow inventory rebuilding. Yet 
inventories will not be top-heavy at mid-year — estimates 
are that they will be no more than is needed to support 
the level of consumption in prospect for the second 
half of the year. 

A strike would, of course, lead to a rapid drawdown 
of steel inventories throughout the economy. Steel-using 
plants would have to curtail operations within four to 
six weeks. Thus, a strike would be followed by a re- 
newed period of inventory accumulation. 


e 
Trends in most other areas of the economy are typical 
of those in the recovery phase of a business cycle: 


q Personal income is expanding, and now stands 
4% above a year earlier. 


@ Retail sales have risen in line with income. Sales 
of domestic autos have been running at a_ seasonally 
adjusted annual rate of almost 5% million —a better 
showing than last year but not a banner one. 


@ Housing is strong — January starts, at a 1.35 mil- 


lion annual rate, point to a high level of activity in 
homebuilding, and sales of products related to new 
housing, well through 1959. 


@ Government expenditures are still rising, though 
the increase at the Federal level in coming months 
promises to be much smaller than that during the past 
year. 


q@ Prices have been stable for almost a year. 


These developments have already set in motion a new 
wave of inventory accumulation. So far it is strongest 
in steel, but it is spreading to other lines. Just as inven- 
tory cutting reduced production and employment last 
year, inventory rebuilding can bolster activity this year. 


Up to now, the missing ingredient for expansion in 
general business activity later in the year has been a 
strong revival in business investment in new plant and 
equipment. However, the new SEC-Commerce survey 
points to an upturn in investment during the second half. 
If business investment plans are revised upwards, as is 
possible, production and employment could approach 
capacity levels during the next year. Such a develop- 
ment would be in line with experience in past recovery 
periods. 

Nevertheless, there is a growing feeling in some 
quarters that the nation’s economic performance in re- 
cent years has fallen short of its capabilities. On the 
one hand, questions have been raised as to our ability 
to provide jobs for a growing labor force. On the other 
hand, there is concern about our ability to achieve vigor- 
ous growth without inflation. 

Such questioning is healthy. A broader understanding 
of the forces that make for growth and inflation would 
be most constructive. 


In these terms, the labor-management negotiations 
scheduled this year in steel and other industries can 
be of major importance. The challenge to those im- 
mediately concerned, and to the nation, is to arrive at 
settlements that will contribute to the attainment of the 
national objectives of vigorous growth, high-level em- 
ployment and price stability. 
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FINANCING THE RECOVERY 


The business recovery has been accompanied by a 
marked shift in the pattern of credit demands, and by 
a sharp increase in the total. The Treasury alone 
has raised over $10 billion in the market over. the past 
eight months, substantially covering its deficit for the 
current fiscal year. Demands from other sectors of the 
economy have also been well maintained. 

Particularly striking was a near-record increase of 
$8.6 billion in the volume of mortgages outstanding 
during the second half of 1958. That surge in mortgage 
financing (growing out of the spurt in homebuilding 
activity) kept total demands on the capital markets 
at a high level despite some reduction in the volume 
of corporate and municipal bond offerings. 


These demands have been accommodated with only 
limited recourse to fresh injections of bank credit 
and new money. Thus, growth in the money supply 
slowed appreciably as business activity picked up. The 
increase since last July, at an annual rate, has been only 
about 1%. In contrast, the rate of increase during the 
first seven months of 1958, when the Federal Reserve 
was actively promoting expansion, was at a rate of nearly 
6%. Judging from preliminary estimates, the money supply 
is now as small in relation to total economic activity 
as at any time since the early 1930's. 


Federal Reserve Policy 


A moderately restrictive Federal Reserve policy has 
been a basic factor restraining the growth in bank 
credit and deposits as Treasury borrowing needs 
mounted. Individual member banks have increasingly 
found it necessary to: borrow from the Federal Reserve, 
on a temporary basis, to maintain their reserve balances 
at required levels. Recently, aggregate member bank 
borrowings have averaged about $100 million more than 
excess reserves, one symptom of growing (but still mild) 
pressures on reserve positions. Meanwhile, Federal Re- 
serve discount rates have been raised, in three steps, 
from the recession low of 1%% to 3%, thereby increasing 
the cost of member bank borrowings. 

Under these conditions, the banks have had little 
incentive to add substantially to their holdings of Gov- 
ernment securities. In fact, banks in the larger cities 
around the country, where reserve pressures have been 
most apparent, reduced their holdings of Governments 
by $1.8 billion between June 1958 and the end of Febru- 
ary. While smaller banks have increased their holdings @ 
substantially, the bulk of the new Treasury debt has 
passed into the hands of non-bank investors. 


Corporate Savings Rise 


The higher level of interest rates reached last autumn 
enhanced the attractiveness of short-term Government 
securities to non-bank buyers. It thus encouraged the 
financing of added Treasury debt outside the banking 
system, particularly by corporations and foreigners. Of 
crucial importance in facilitating the process, and in 
forestalling serious strains on the money market, has 
been the increasing availability of internal funds to 
corporations. 


e Retained earnings of $4 billion during the second 
half of 1958 were more than double the total for the 
first six months. 


e Depreciation allowances continue to trend upward, 
and are now running at an annual rate of $22 billion. 


Meanwhile, capital spending has remained close to its 
recession lows, and inventory liquidation continued 
through most of 1958. Only in recent weeks have there 
been signs that accumulation is being resumed on any 
scale. Thus, corporations have found themselves with 
limited needs for additional money at the same time that 
their internal sources of funds were rising. 

This development — which has been typical of the 
early stages of other postwar recovery periods —has 
permitted corporations to reduce substantially their 
drafts on the capital market. Over the final six months 
of 1958, corporations raised roughly $3% billion in the 
bond and stock markets, 20% less than during the first 
half of the year. More recently, corporate bond offerings 
have been running at less than 50% of year-ago levels. In 
essence, the reduction in long-term corporate borrowing 
has released funds to the mortgage market. 

Business demands for bank loans have also been 
sluggish during recent months, helping to limit the 
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rise in total bank credit. After an increase of roughly 
seasonal proportions during the final months of 1958, 
business loans of weekly reporting banks dropped by 
$1,119 million during the first eight weeks of 1959. 
Only in the recession period of 1958 did such loans de- 
cline more sharply at the start of a year. 

These trends have also been reflected in a partial 
rebuilding of corporate liquidity. 

e Holdings of liquid assets (cash and Governments ) 

rose by $6 billion during the second half of 1958, a 

figure matched only once before in the postwar period. 
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e Corporations are still considerably less liquid than 
during the 1955 business recovery. But by the end 
of 1958, liquid assets amounted to about 45% of cur- 
rent liabilities, as compared to only 39% during the 
boom period of 1957. 


Active corporate buying of Government securities re- 
mained in evidence during the early weeks of 1959, 
suggesting that the trend toward greater liquidity was 
continuing. In the aggregate, corporations have been 
able to return about as many funds to the credit market 
over the past eight months (via purchases of Govern- 
ments) as they took from the market (via bond offerings 
or bank loans). 


Potential Problems Ahead 


The ability of the economy to finance growth with- 
out undue monetary expansion may be further tested in 
the months ahead. Thus, if business activity is to 
continue to advance, sizeable inventory accumulation 
—and later a rise in business outlays for plant and 
equipment — may be expected. Sooner or later, that 
process is likely to generate increased demands for 
business credit. And corporations may at that point 
provide a less active market for Government securities. 

Moreover, the high current level of housing starts 
promises further heavy demands on the mortgage market 
in coming months. There is also some evidence that 
the volume of municipal bond offerings will remain 


high; backlogs of authorized bond issues to finance 
schools, highways, and other projects are still large. 

Finally, the financing needs of the Treasury will re- 
main an important market factor —even if the budget 
during fiscal 1960 is to be balanced as the President's 
budget contemplates. Much of any new cash raised 
by the Treasury over the rest of this year will reflect 
seasonal needs. But, in addition, the Treasury must re- 
finance $22 billion of publicly-held debt. 


Conclusion 


Meeting the credit needs of an expanding economy 
will present difficult problems. But these problems are 
not insoluble. The financial system in the past has 
repeatedly demonstrated its ability to generate a large 
volume of savings at high levels of income and employ- 
ment. The recent performance of the market has helped 
to allay concern on that score once again. Moreover, a 
moderate further increase in the money supply, roughly 
in line with the growth in productive activity, need not 
lay the basis for inflation. 

In many respects, the economy today is less liquid 
than was the case during other recent business expan- 
sions, even though the Treasury has placed heavy re- 
liance on short-term financing. This, in itself, suggests 
that the inflation potential, while still serious, has been 
reduced and that the authorities are in a better position 
to maintain appropriate restraint. The increase in the 
discount rate to 3% earlier this month underscores the 
intention of the Federal Reserve to use its powers in 
that direction. 

The principal danger would seem to lie in an attempt 
to do too much too fast throughout the economy. As 
production approaches capacity levels, it will become 
vitally important for the Government to cover its ex- 
penditures with tax revenues. And a serious spread of 
an inflationary psychology, by driving investors from 
fixed-interest investments, could impede the flow of 
funds through the credit markets and thus stifle eco- 
nomic growth. It is essential that public policy continue 
to be aimed at curbing such a psychology. 
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REPORT ON EMPLOYMENT AND WAGES 


Recent Experience Highlights Longer-Term Problems 


The economic spotlight in recent months has been 
focused on trends in employment. The question has 
been raised: Is the behavior of employment and wages 
in the current business cycle different from past pat- 
terns? The problem has come up for two reasons: 


e Wage rates increased last year in the face of declin- 
ing employment. Average hourly earnings in manufac- 
turing rose 3% from 1957 to 1958. 


e In the recovery so far, production has risen more 
than employment, so that unemployment remains rela- 
tively high. Industrial production is close to its pre- 
recession peak, but, as of February, unemployment 
totaled 4.2 million — some 375,000 below a year earlier, 
but about 1.4 million above the February, 1957 level. 


A review of the record shows that these developments 
are not unusual — wage rates seldom fall in a moderate 
recession and employment typically lags behind output in 
a recovery. 


The Pattern of Decline and Recovery 


In the earlier postwar recessions, wage rates increased, 
although not by quite as much as they did last year. 
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Less overtime tended to counteract somewhat the con- = 


tinued rise of basic wage rates, so that weekly earnings 
fell during the declining phase of business. When re- 
covery set in and overtime picked up, weekly earnings 
quickly surpassed their pre-recession peak in all three 
postwar business cycles. 

Similarly, output rose more rapidly than employ- 
ment in the two previous recoveries. The major reason 
is that a rise in productivity is one of the basic forces 
making for recovery. The capital investment and indus- 
trial research in the preceding boom begin to pay off in 
terms of increased productive efficiency. This, together 
with the pressures to trim costs, brings about a rapid rise 
in productivity, enabling output to be increased more 
than employment. 

On the whole, then, the behavior of employment and 
wages in this business cycle does not appear notably 
different from past patterns. The major difference has 
been in the extent rather than the direction of change. 
The 1957-58 decline has been characterized as the sharp- 
est of the three postwar business cycles. We thus have 
more ground to make up. 

As measured by unemployment, however, the recovery 
is not yet complete. At the low point of business last 
April, unemployment (seasonally adjusted) reached 5.2 
million or 7.5% of the labor force, the highest level of 
the postwar period. By February, unemployment had 
been reduced by close to one million and the rate was 
down to 6.1% of the labor force —still above the 44% 
postwar average. At a similar stage of the 1949-50 and 
1954-55 recoveries, the unemployment rate had returned 
to a level much closer to 42%. 


Shifts in Employment 


In addition to the impact of the business cycle, a 
number of longer-term trends have been exerting a sus- 
tained influence on employment and wages. There have 
been, for example, a series of shifts in employment 
among industries. Manufacturing, mining and farming 
have been employing fewer workers, while the service 
industries and construction have been expanding. 

This process seems to be accelerated by the business 
cycle. Declining areas of employment like manufactur- 
ing fall rapidly during recession, and then pick up 
less in the ensuing recovery. At the same time, expand- 
ing sectors like the services remain relatively immune 
to the swings of the cycle. These shifts, however, are 
actually a continuation of trends that were operating be- 
fore World War II. One of the characteristics of a 
growth economy is the ability to decrease the emphasis 
on producing physical goods and increase the effort de- 
voted to services. Rising productivity is the primary 
factor that makes this long-run shift possible. 
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The Age of Technicians 


A new phenomenon in the postwar period is the de- 
cline in the relative importance of the production worker 
and the parallel rise of nonproduction or “white collar” 
personnel. Nonproduction workers now make up 25% 
of manufacturing employment compared to only 16% in 
1947. Similar tendencies show up in other industrial 
sectors. 

Part of the rise in white collar personnel is associated 
with increased clerical, sales and supervisory manpower. 
But by far the largest factor is the extremely rapid in- 
crease in employment of professional and_ technical 
workers —a rise of 45% in manufacturing from 1952 to 
1957 alone. And this in turn stems from two influences: 
the growing importance of research and development 
and the rise of automation. 

In terms of the business cycle, the growth in nonpro- 
duction worker employment adds an element of stability. 
In each of the three postwar recessions, nonproduction 
worker employment has been fairly well maintained, 


a” with the bulk of the fluctuation in employment concen- 


trated among production workers. 
Postwar Rise in Wage Rates 
All of these shifts in employment have taken place 


against a background of general labor shortage. Un- ~ 


employment has averaged 4%% of the labor force over 
the postwar period. In fact, in seven-tenths of the period 
it has been less than 5%. One of the most obvious re- 
sults of the shortage of labor has been the rise in wages. 

Wages went up 67% between 1947-57, while productiv- 
ity increased only 35%. As a result, prices were pushed 
up by 26%. All major industrial divisions have received 
wage increases in the postwar period, with gains ranging 
from a third for apparel workers to nine-tenths for 
railroad workers. 

In addition, the wage picture has reflected the spread 


0 of long-term contracts, many of them including a cost- 
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of-living clause and providing for annual automatic 
wage increases. The effect of long-term agreements on 
the total wage advance over a period of years is not 
completely clear. But it is obvious that these agreements 
affect the timing of wage adjustments, with rates rising 
more in recession than they otherwise might. 

Thus, in a recession year like 1958, about seven 
million workers covered by major collective bargaining 
agreements received wage increases. Of these, approx- 
imately half negotiated wage increases during the year, 
while the remainder received automatic increases pro- 
vided for in previous contracts. In addition, more than 
four million of these workers received further raises 
through cost-of-living adjustments. Thus, commitments 
made in the past were an important factor in the rise in 
average hourly earnings over the year. 


Perspective on Employment and Wages 


It would appear that continuing shifts will occur as a 
result of long-term employment trends — from goods to 
services and from production workers to technical and 
professional personnel. These trends underlie the pres- 
sure for measures to minimize the human costs of reces- 
sions and to retrain people for new occupations. 

Postwar trends in wages pose difficult problems. Can 
the rise in wage rates be held in line with the increase 
in the economy’s efficiency? Can this result be achieved 
with a low unemployment rate? These questions are in 
the forefront of those that will be studied by the com- 
mittees recently set up by the Administration and the 
Congress to consider the problem of inflation. 
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Aluminum has been one of the nation’s most dynamic 
growth industries. During the past half-century it has 
been expanding at an average of 10% per year — 3% times 
the growth rate of the general economy. 

However, aluminum’s growth has not been smooth and 
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even. And the industry faces a series of difficult prob- 
lems in the period immediately ahead. 


e Output multiplied 4% times during World War II, 
from 206,000 tons in 1940 to 920,000 tons in 1943. At 
war's end, production was cut more than 50%. 


e The 1946-56 decade saw a phenomenal expansion 
of peacetime uses. Aluminum was generally in tight 
supply despite the fact that production reached 1.7 
million tons in 1956. 


‘e In the past two years, however, capacity has ex- 
panded more rapidly than use. Production reached a 
new high in January, yet the industry operated at only 
83% of capacity. Moreover, capacity is slated to in- 
crease almost one-fifth by the end of 1960. Thus, a 
rise in sales of nearly 40% above the January level 
would be required for full capacity operations at the 
end of next year. 


Developing New Uses 


The aluminum industry has a record of aggressive, and 
successful, development of new markets. Thus, the re- 
cent over-supply has spurred action on four fronts: 


Research is being accelerated to capitalize on the 
metal’s advantages. The industry has always been 
research-conscious. 


Cooperation with other industries is another approach 
that has helped develop new markets. A current example 
of such combined effort is the nation-wide promotion of 
aluminum homes. 


ALUMINUM: GROWTH INDUSTRY 


Greater availability is transforming operations from 
a job-order to a mass production basis. Now that ca- 
pacity is measured in million tons instead of pounds, the 
aluminum industry is in a position to go after such mass 
markets as auto engines and highway bridges. 


Prices are becoming competitive with other materials 
in more and more uses. The basic aluminum price has 
risen less than most metals in the postwar period. New 
“hot metal” contracts with automakers have reduced 
costs and prices by eliminating the remelting of ingots. 


The record of the past decade shows that such efforts 
have been notably successful in opening new markets. 
The construction industry now uses one-fourth of alu- 
minum output—for example, 35% of the window frames 
sold last year were aluminum. Transportation equipment 
takes another 14% of output—the 1959 autos use an aver- 
age of 52 pounds of aluminum per car as against 12 
pounds per car a decade earlier. Direct military uses 
now account for about 1% of total use. 

Measured in terms of weight, aluminum has climbed 
to second place among nonferrous metals. But alumi- 
num is a light metal—a ton will make three times as 
much wire or bar as a ton of copper. On a volume basis, 
aluminum is now first among nonferrous metals. 


Growth With Adjustments 


Even with the strong growth trend in markets, the 
industry faces a challenge in the near future. Capacity 
will reach an estimated 2.6 million tons at the end of 
next year—3% times the figure at the end of 1950. Much 
of this expansion was undertaken during the Korean 
War largely for national security considerations. 

At that time, the Government agreed to buy aluminum 
ingots for the stockpile during the first five years’ opera- 
tion of the new plants. Such sales accounted for almost 
one-fifth of aluminum output in 1957 and 1958. bees 
outlet is now virtually closed. 


Favorable Future Prospects 


Nevertheless, the growth potential over the longer- 
run remains impressive. Consider only two examples: 


e The average new house uses 100 pounds of alumi- 
num compared with up to 9,000 pounds in a medium- 
priced prefabricated home now on the market. 


e General adoption of aluminum cylinder blocks 
could boost use per automobile to as much as 180 
pounds, three times the present average. 


The current position of over-supply in aluminum pro- 
vides a persuasive incentive to producers to develop new 
markets as rapidly as possible. On the record, there is 
room for optimism as to the industry's longer-term fu- 
ture, though the near-term future will be complicated 
by excess capacity, a position the domestic industry 
shares with producers in other nations. 
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MEASURING 


Inflation is generally defined as a rise in the price 
level. It is usually measured by increases in the Con- 
sumer Price Index or the Wholesale Price Index, both of 
which are prepared by the Bureau of Labor Statistics. 

These indexes have certain inherent limitations as 
measures of inflation. A wider understanding of some 
of these limitations is essential for constructive discus- 
sion of the problems of avoiding inflation. 


What is the Consumer Price Index? 


The difficulties of measuring price trends can be 
illustrated by considering the Consumer Price Index. 
It is designed to measure the change in the cost of a 
“market basket” of goods and services bought by a mod- 
erate-income city family. To compile it, 300 items are 
priced in 46 cities. Each price is multiplied by a 
weight representing its importance in family budgets 
in 1952. The sum is the cost of the “market basket”. 
This sum expressed as a percent of the average cost of 
the basket in 1947-49 is the Consumer Price Index. 


Not A Cost-of-Living Index 


However, the Index is not, and does not purport to be, 
a cost-of-living index in the sense in which it is often 
viewed. It is not designed to measure with precision 
what happens to the prices of things people actually 
buy — it measures the cost today of what a certain group 
of families bought in 1952. 


e Obviously, lower-income families spend relatively 
more of their income on the basics of food, clothing 
and shelter, while high-income families spend rela- 
tively less, than is contemplated in the Index. 

e A family may now spend its income in a signifi- 
cantly different way than it did five or ten years ago. 
And many families will cut down on items that rise 


CONSUMER PRICE INDEX WEIGHTS 


INFLATION 


in price in favor of substitutes —if beef prices rise, 
people will turn to pork or poultry. 
The Quality Dilemma 


Quality changes present an even more difficult prob- 
lem to those measuring price changes. A characteristic 
of our economy is the constant drive to make products 
perform better, last longer or appeal to more people. 
How does one measure such quality changes? In prac- 
tice the task is difficult in consumer goods. And it 
is even more perplexing in such wholesale items as ma- 
chinery — how should prices be adjusted to allow for the 
fact that a given machine lasts longer and produces 
more per hour than the same model sold ten years ago? 

Add to all these problems the difficulties faced by 
the Bureau of Labor Statistics in determining what the 
price of many products really is to the buyer and you 
begin to understand the complexities of measuring price 
trends. List prices for machinery, appliances, autos 
and other products may bear little relation to actual 
prices. Changes in trade-in allowances, specifications, 
credit terms, delivery dates, and even the values offered 
in bargain sales by supermarkets pose problems. 

The experts in the Bureau of Labor Statistics are well 
aware of these problems, and try to cope with them as 
best they can within budget limitations. However, no 
satisfactory way has as yet been found to deal with the 
problems of quality changes or shifts in the makeup of 
consumer and business purchases. 

As a result of these measurement problems, small 
changes in price indexes—say those on the order of 
1% per annum — may not accurately portray true symp- 
toms of inflation. An intensified effort to develop better 
measuring rods for inflation is urgently needed. Our 
goal is not to stabilize an index — it is to prevent infla- 
tion throughout the economy. 
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The Consumer Price Index went up 
April 1958. Food the rise with 
an increase of 11 
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The other major components aiso rose. 
a s 
nondurables 4 
Since last the Consumer Price 
Index has been virtually steady. This sta- 
is the result of offsetting movements 


83 
i 


@ 
= 
j 
Pe CONSUMER PRICE INDEX LEVELED OFF IN APRIL 1958 AFTER RISING FOR TWO YEARS 
components the index. Food f NONDURABLES 


Glass is at home anywhere 


Clear-cut on a skyscraper’s side. 
Sparkling on a kitchen table. In 
mirrors, light bulbs and eyeglasses. 
In so many ways, glass works for 
us each day. 

And the nation’s commercial 
banks, in turn, work for glass—an 
industry whose millions of prod- 
ucts reflect our country’s tremen- 
dous growth. 

With money, credit and other 


financial services, commercial 
banks help the glass industry, and 
all essential enterprise, to produce 
and prosper. This help starts with 
the procurement of raw materials, 
continues on to manufacture and 
distribution and follows through 
right to the corner store. 

Chase Manhattan, a leader in 
commercial loans, is proud to be a 
part of this banking system which 


works closely with business and 
industry in setting the pace for our 
country’s economic progress. 


THE 
CHASE 
MANHATTAN 
BANK 


Chartered in 1799 
Member Federal Deposit Insurance Corporation 
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